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PREFACE 


One can hardly fail to be impressed by the lack of adequate 
financial records maintained by the large majority of individuals. 
This lack of personal financial records is not altogether due to an 
unwillingness on the part of the individual to maintain such records 
but rather to a lack of a plan or system by which such records 
may be maintained with a minimum amount of time devoted to 
the task. It sometimes appears that the non-accountant is hope- 
, lessly lost in his search for a method of recording financial trans- 
actions so necessary in making the many decisions involving the 
financial affairs of the individual, 

In this issue of the Baylor Business Studies Professor Henke 
» has presented an efficient and simple system of recording the 
financial affairs of a family or individual, Emphasis has been 
placed upon simplicity in order to aid the non-accounting individual 
in the maintenance of his personal records, which are so necessary 


for income tax and other purposes. 
wt 


A W. J. THOMAS, 
; Director of Research 
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SIMPLIFIED PERSONAL FINANCIAL RECORDS 
INTRODUCTION 


No successful business executive would be satisfied to operate 
his company without adequate information as to its financial posi- 
tion and progress. Such data are used each day to help him in 
making decisions for the business. Often, however, this same execu- 
tive fails to demand such information relative to his personal 
financial affairs. Decisions involving personal financial transactions 
are frequently made with only piecemeal information and, as a 
result, are often later found to have been foreseeably unwise. 
Indeed, the inadequacy of personal records seems to extend to 
persons in almost every walk of life. It is doubtful that any ac- 
countant has ever prepared many income tax returns without being 
amazed at the inability of many persons to furnish adequate infor- 
mation relative to their financial affairs. Even more pronounced, 
in many instances, is their inability to understand what is happen- 
ing to them insofar as their financial status and progress is con- 
cerned. All too frequently they are vaguely aware of their cash 
position if it is either very strong or very weak, but they are 
unable to fit this into their over-all financial position. 


IMPORTANCE OF ADEQUATE PERSONAL RECORDS 


Let us then consider more specifically some of the uses to, be 
made of personal financial data. Everyone should be aware of 
the desirability of adequate personal records as an aid toward as- 
surance that no more than the proper amount of income taxes will 
be paid. The maintenance of records which adequately separate 
business expenditures from those of a personal nature is particularly 
important. Among personal expenditures it is necessary to keep 
deductible items (page two deductions on the income tax 
form, such as contributions, interest, taxes, medical expenses, and 
casualty losses) separate from those which are non-deductible. 
Furthermore, it is imperative that insofar as possible these items 
be properly supported by cancelled checks and/or paid vouchers. 
Personal financial records must then be properly organized if these 
needs are to be adequately and fully met. 

Each person should also be interested in information which will 
enable him to evaluate his financial progress. Is his personal net 
worth increasing or decreasing? Are the net assets gradually build- 
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ing up or do the liabilities seem to be overcoming them? Are there 
a sufficient number of new assets or liability reductions to explain 
and justify the disappearance of cash? Only by answering these and 
many other similar questions can one chart his future actions in- 
telligently. As an example, a person through adequate financial 
records can be made aware of the fact that he is living beyond his 
income by seeing that his net equity in his assets is declining. 
Knowing this fact, he can rework his plan of expenditures or seek 
additional sources of revenue to try to remedy the situation. 


A great deal has been said and written on the subject of the 
family budget. It is certainly an important element of any com- 
plete set of financial records. Indeed, the development of such a 
budget could be one of the initial steps in establishing personal 
financial records. Although these estimates can have the value of 
helping the family appraise its situation, actual progress can be 
measured only if the actual data is summarized. Periodic com- 
parisons must be made if the maximum benefit is to be achieved 
from the budget. These comparisons can be achieved if reports of 
income and expenditures are developed from the actual financial 
transactions. Such data then are a necessary tool in checking ad- 
herence or lack of adherence to the adopted financial plan or family 
budget, as it is more generally called. 


Life involves a continuous series of decisions for each individual 
and each family unit. Many of these decisions can be more wisely 
made if adequate personal financial data is available. The family 
might conceivably be faced with the questions, “Shall we buy a 
new refrigerator?” or “Shall we take an extended trip this sum- 
mer?” or “Shall we invest in a particular piece of property ?”— 
questions which can be wisely answered only if the family has full 
knowledge of its financial progress and position. An adequate an- 
alysis of income and expenses may also help in answering such 
important questions as, “Shall I accept or attempt to secure a new 
position?” or “Shall another member of the family seek employ- 
ment ?” 

In many instances one member of a family, for example the 
father, may be aware of the family’s general financial situation, but 
may be unable to impart its significance to the rest of the family 
unit. Properly organized reports'can do a great deal to clear up this 
matter for the various members of the group. To illustrate—a 
breakdown of the disposition of the income dollar can often pro- 
vide a very clear picture showing that too much is being spent on 
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entertainment or some other phase of family life. The knowledge 
of the amount spent for tobacco or some other luxury may help to 
convince the individuals concerned that some adjustment must be 
made. 


Certainly we should not pass from a consideration of what can 
be achieved by adequate financial records without mentioning the 
aid they can give in the settlement of an estate. A statement of the 
financial position of the deceased person a short time prior to 
death, together with transaction data for the intervening period, 
can accomplish much in establishing the assets and obligations of 
the estate as well as its valuation. 


PROBLEMS ASSOCIATED WITH THE MAINTENANCE 
OF PERSONAL FINANCIAL RECORDS 


Most persons would probably agree to the importance of per- 
sonal financial records as discussed earlier but would just as quickly 
state that they had no time for the detailed record keeping neces- 
sary to supply these data. Their thoughts turn immediately to a 
series of journals and ledgers requiring a considerable amount of 
clerical time. Obviously such a completely detailed set of records 
would quickly defeat its purpose by requiring too much time. 
Nevertheless, an adequate set of personal records and reports can 
be provided without really adding any formal records. As we shall 
see in later sections of this paper, this involves largely the effective 
organization and use of documents and procedures already used and 
followed by many persons. Of course, the data must be assembled 
periodically to produce the desired reports. This quite generally, 
however, can be done in an evening or two for each period of a 
quarter, six months, or a year. Thus the maintenance of the sys- 
tem would not seem to require an undue amount of the person’s 
time. 


The person does need to have a slight degree of technical pro- 
ficiency. He needs: to be able to handle figures and must have a 
knowledge of some of the basic concepts of accounting, together 
with a definite plan for handling his financial data. To meet this 
phase of the problem, these basic concepts have been discussed and 
a plan for handling and assembling the data has been developed in 
the later sections of this paper. Most persons can develop, to 
some extent at least, their own capability in handling figures by 
simply working with them. Thus by working with the data, a per- 
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son may improve his capacity for such work. The lack of technical 
proficiency would not seem to be an insurmountable difficulty for 
most persons with a high school education and some initial aptitude 
with figures. In other words, the average person who has enough 
general business knowledge to handle his own financial affairs 
probably also has the innate ability to develop the mathematical 
aptitude necessary for proper diagnosis of his financial operations. 

Perhaps the condition most difficult to overcome is that of per- 
sonal inertia in putting one’s self to the task of assémbling the neces- 
sary data, It has been said that the cobbler’s shoes have holes in 
them and that the dentist's teeth need attention merely as a means 
of noting that proficiency in a trade or profession does not assure 
that the person exercises those talents in his own affairs, The sum- 
marization and presentation of personal financial data require a 
certain amount of self discipline to carry through the task, It is 
not enough to say, “I wish I could know more about my personal 
financial affairs.” Rather one must resolve that he will attain such 
knowledge and then go about the process of acquiring and using 
the information. This is also a desirable trait in connection with 
other aspects of one’s life. The setting of certain dates for work 
with these data may well be a means of being sure that the job gets 
done and at the same time may provide a means of helping the 
individual develop the ability to discipline himself. 


FUNDAMENTAL ACCOUNTING DEFINITIONS 
AND CONCEPTS 


Very simple financial records can be built upon a basic under- 
standing of the three terms commonly used in the accounting equa- 
tion. This equation is generally written 

Assets = Liabilities + Proprietorship 


To understand what the equation means, one must understand 
thoroughly the meaning of each of its terms. Assets are quite 
generally defined as things of value that are owned. This definition 
emphasizes two characteristics which must be present for an item 
to be classified as an asset. There must be value, and title or other 
evidence of ownership must be present. An individual could well 
possess such things as cash, furniture, clothing, jewelry, real 
estate, securities, receivables, an automobile, and other items which 
would come within this definition. 

Even after the definition of an asset is understood, there still re- 
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mains the problem of the valuation to be attached to it. The gen- 
erally accepted basis of valuation for business accounting is cost. 
The lower of cost or market also has general acceptability for those 
assets normally on their way toward becoming cash within a short 
period of time. Assets which are normally expected to be held for 
a long period of time are generally valued at cost. If the fixed as- 
set is such that it will wear out or become obsolete, the carrying 
value is reduced each period by an amount equal to the estimated 
portion of the cost felt to be used during the period, As an example, 
suppose John Doe purchased an automobile for $2500 at the begin- 
ning of 1956, At the end of 1956 he would reason that the car was 
no longer worth $2500 since he had used it for one year, He 
would then estimate the number of years of life which he could 
expect from the car and the probable salvage value at the end of 
that time, Let us say that he estimates a salvage value of $500 at 
the end of a four-year life. He would then reduce the valuation of 
his auto from $2500 to $2000 to provide for the amortization of 
$500 
($2500 - $500 + 4 years) 


This amortization is commonly referred to as depreciation. 


The second term in the accounting equation is liabilities. A 
liability may be defined as an obligation to some other entity. 
Common liabilities in a business include such items as accounts 
payable, notes payable, taxes payable, mortgages payable, and 
bonds payable. Several-of these and possibly some others may be 
present in the financial affairs of the individual. Amounts owed on 
accounts to department stores, notes which may be owed to banks 
or finance companies, a house mortgage and installment notes 
owed on appliances or automobiles are common types of personal 
financial obligations. Generally, there is no serious problem of 
valuation associated with liabilities. They are stated in terms of 
dollars owed on statements, invoices, and other documents. 


Proprietorship may be defined as the owner’s equity or claim 
to his assets. The nature of this item sometimes prompts writers 
to express the accounting equation as 


Assets - Liabilities = Proprietorship 
This presentation is further supported by the fact that in the 


event of a forced liquidation the creditors would have first claim 
against the proceeds of the assets. The amount left after the 
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satisfaction of their claims would belong to the individual or 
business owner. 

Now let us ask ourselves what causes the proprietorship to 
change. A careful observation of the accounting equation discloses 
that if assets increase more than liabilities or if liabilities decrease 
more than the assets, the proprietor’s equity increases. By elimi- 
nating from this change the effect of added investments or with- 
drawals, the profit or loss for the period can be determined. The 
difference between the net change in total assets and the net change 
in total liabilities over a period of time represents the change in 
proprietorship or owner's equity over that period. In the case of 
the individual this can also be referred to as the net gain or net 
loss for the period. Let us assume that an individual started the 
year with assets valued at $25,000 and obligations in the amount 
of $10,000, His accounting equation would read as follows: 


Assets = Liabilities = Proprietorship 
$25,000 = $10,000 = $15,000 


Suppose that during the year his assets increase $4000 and his 
liabilities increase $1000, His equation would he changed as in- 
dicated in the following example : 


Assets = Liabilities © Proprietorship 
Balances at 


heginning of year $25,000 = $10,000 = $15,000 
Changes during 

the year + 4,000 — + 1,000 + 3,000 
Balances at 

end of year $29,000 = $11,000 = $18,000 


It could then be said that his net gain for the year was $3,000—the 
increase in his proprietorship during the year, 


As indicated earlier in this section, a simple system of accounts 
could be built around the use of only the three types of items in- 
cluded in the basic accounting equation, However, most persons 
are interested in knowing more about just what has caused the 
gain or loss in proprietorship, For this reason businesses use at 
least two other designations to reflect the changes in proprietor- 
ship, When an asset is received without incurring an equal 
liability or when a liability is reduced without an equal decrease 
in the assets, we have indicated that proprietorship is increased. 
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The general procedure is to call these changes in proprietorship, 
income. Thus income may be defined as a temporary increase in 
proprietorship. The term expense is used to designate temporary 
decreases in proprietorship caused by, a decrease in assets with- 
out an equal decrease in the liabilities or an increase in liabilities 
without a corresponding increase in the assets. The accounting 
equation with the addition of these terms now reads 


Assets - Liabilities = Proprietorship + Income - Expense 


We have mentioned representative asset and liability items. A 
business could well have incomes resulting from sales, interest, rent, 
fees for services, and proceeds from other activities. An individual 
might well supplement this list by adding at least wage and salary 
income, In line with the preceding discussion, it can be observed 
then that at the time a salary check is received the individual 
would have an increase in the asset, cash, and an increase in the 
income item, wage and salary income, 


Expenses are more varied as to type. The operating statement of 
a business unit may contain anywhere from a few to fifty or more 
types of expenses, An individual will almost always have among 
his expenses such things as food, clothing replacements, rent, 
property taxes, income taxes, home repairs, hospital and medical 
expenses, contributions, school expenses for children, property in- 
surance expenses, life insurance expenses, transportation costs, 
utilities, interest, entertainment, and others, When cash is paid for 
one of these items the asset, cash, is decreased; and the expense 
item representing a decrease in proprietorship is increased, 


INITIATING THE SYSTEM 


As the reader may well have surmised from the preceding dis- 
cussion, the starting point in establishing an accounting system for 
an individual is the determination of an inventory of his assets and 
liabilites, Assets should be listed and valued insofar as possible on 
one of the accepted bases suggested earlier in this paper. If cost 
cannot be determined readily, an appraisal value may be used, 
Liabilities can generally be determined from statements, invoices, 
installment contracts, and other documents, Both assets and liabili- 
ties should be divided into a limited number of categories which 
properly describe them, 


For illustration purposes let us assume that John Doe finds that 
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his assets and liabilities consist of the following items as of Decem- 
ber 31, 1956: 


Assets Liabilities 
Cash $, 750 
Receivables 300 Accounts Payable $. 125 
Investments 3,000 Note Payable to Bank 500 
Auto 2,100 Installment Note Payable 
Clothing 800 on Auto 800 
House 10,000 Mortgage Payable on 
Furniture 1,800 House 6,000 
TOTAL 18,750 TOTAL $7,425 


Referring to the accounting equation, it will be observed that Mr. 
Doe's proprietorship is $11,325 ($18,750-$7,425). He has now 
completed the first step in the establishment of his personal ac- 
counting system, 


CHANGES WITHIN PERIODS 


Mt, Doe, havitig patised to determine his proprietorship, could 
How decide to forget about the chatiges it his firareial position until 
the of 1957, At that tithe he agaiti watit to itiventory his 
assets and liabilities and determine his proprietorship, He would 
thus have provided hitiself with sone tiseful finaneial data and 
could, by comparing the original proprietorship balanee with the 
current one, determine his net gain oF loss during the period, Sueh 
a system would, however, be far from eonipletely satisfactory and 
would not provide its user with some of the more useful eperating 
information, Let us assume then that Mr, Doe decides to develop 
his accounting system in a way whieh will provide more of that 
information, During 1957 he finds that the following changes have 
aceurred in his finaneial position: 


1. He received a salary totaling $9000, 
2. He received interest and dividends amounting to $400, 
3, He collected accounts receivable in the amount of $300, 


4, He has paid amounts as follows: 


Food and Household Expenses $2,800 
Interest 500 
Property Taxes 200 


House Repairs 80 
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Income and Social Security Taxes 

School Expenses 

Clothing Replacements 

Medical Expenses 

Property Insurance 

Life Insurance (expense element) 

Other Expense 

House Payments (excluding interest ) 

Accounts Payable (beginning 
amounts ) 


Payments on Bank Note (excluding 
interest ) 


Entertainment 
Contributions 
Auto Expenses 


Payments on Auto Note (excluding ititerest ) 


300 
400 
500 
1,000 
400 


Investments (including increase in cash surrender 


value of life instirance) 


TOTAL 


obligations at the end of 1957 as follows: 
Clothing 
Miscellaneous 


TOTAL 


at the end of that period is $525, 


December 31, 1956, 


1,000 


$10,295 
5, He has statenienits fron local departiient stores showitig 


50 


AU 


6, He estimates that his auto has a remaining life of three years 
from the beginning of the year, The anticipated salvage value 


7. He estimates the life of his house to be twenty years from 
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With the above information Mr. Doe could then reflect the 
changes in his financial position in a worksheet similar to the one 
shown in Illustration 1. Columns of this worksheet can be totaled 
to determine end of the year balances for assets and liabilities as 
well as the totals of incomes and expenses. From the preceding 
illustration the following statements can be presented showing 
John Doe’s financial condition and operating results for 1957. 


Illustration 2 


John Doe 
Balance Sheet 
December 31, 1957 


Assets Liabilities and Proprietorship 

Cash $ 155 Liabilities: 
Investments 4,000 Accounts Payable $ 80 
Auto 1,575 Bank Note Payable 200 
Clothing 800 Installment Note Payable 400 
House 9,500 Mortgage Payable 5,200 
Furniture 1,800 Proprietorship: 

John Doe, Capital $11,325 

Gain in 1957 625 11,950 
Total Total Liabilities and 

Assets $17,830 Proprietorship $17,830 


Illustration 3 


John Doe 
Income Statement 
Year Ending December 31, 1957 


Income: 
Salary Income $9,000 
Interest and Dividend Income 400 


Total Income $9,400 


Expenses : 

Food and Household Expenses 2,800 
Interest 500 
Property Taxes 200 
House Repair 80 


=| 
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Income and Social Security Taxes 800 
School Expense 400 
Clothing Replacement 250 
Medical Expense 300 
Property Insurance 90 
Life Insurance 200 
Other Expense 230 
Depreciation of Auto 525 
Depreciation of House 500 
Contributions 500 
Entertainment 400 
Auto Expense 1,000 8,775 


Net Gain for Year $ 625 


The worksheet shown in Illustration 1 can be used by the person 
having no knowledge of the law of debit and credit to accumulate 
his financial data. However, the accumulation of these data can 
actually be simplified by the use of a worksheet employing the debit 
and credit technique. Under that plan, amounts relating to each 
item are presumed to be gathered in two columns. One of the col- 
umns reflects the increases to the item while the other reflects the 
decreases in it. At the end of a period, a balance is determined by 
taking the difference between the two columns. These columns are 
labeled “debit” and “credit.” The debit column is always on the 
left, and the credit column is always on the right. 

At this point it is probably well to explain the rule of debit and 
credit so that the reader may understand how the increases and 
decreases in particular items are reflected. Let us begin by noting 
the accounting equation discussed earlier in this paper. This equa- 
tion was stated as follows: 


Assets - Liabilities = Proprietorship + Income - Expense 


Now let us change the equation so that all elements are positive. 
The equation then reads: 


Assets + Expenses = Liabilities + Proprietorship + Income 


The law of debit and credit states that the items on the left side 
of the equal mark shall have increases reflected by entering amounts 
in the debit or left hand column. Increases in items on the right 
side of the equation are reflected by entering them in the credit or 
right hand column. Decreases in each group are reflected by entry 
into the opposite column. Thus the law may be summarized by the 
following statements. Increases in asset and expense accounts are 


BAYLOR BUSINESS STUDIES 19 


recorded by debiting them (entering on the left side) while in- 
creases in liability, proprietorship, and income accounts are re- 
corded by crediting them (entering on the right side). Decreases 
in asset and expense accounts are recorded by credit entries; de- 
creases in liability, proprietorship, and income accounts are re- 
corded by debits. This law further implies that for every debit 
there must be an equal credit. To apply this rule, each transaction 
can be analyzed by asking the following questions: 


1. Which accounts are affected ? 
2. Are they increased or decreased? 


3. According to the law of debit and credit, how should they be 
recorded ? 


To illustrate this analysis process, let us consider the first 
transaction in our assumed problem appearing earlier in this 
paper. That transaction stated that John Doe received salary in 
the amount of $9,000. The accounts affected would be cash and 
salary income. Cash is an asset that has been increased and there- 
fore is debited. Salary income is an income account that has been 
increased and therefore is credited. With this new tool the data 
for John Doe can be accumulated in a worksheet similar to the one 
shown in Illustration 4. 
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ILLUSTRATION 4 


John Doe 
Financial Worksheet 


Year Ending December 31, 1957 


Balances Income Balance 
12-31-57 Transactions* Statement Sheet 
Debit Credit Debit Credit Debit Credit Debit Credit 
Cash 750 Gi) 9,000 (4) 10,295 155 
(2) 400 
(3) 300 
Receivables 300 (3) 300 
Investments 3,000 (4) 1,000 4,000 
Auto 2,100 (6) 525 1,575 
Clothing 800 800 
House 10,000 (7) 500 9,500 
Furniture 1,800 1,800 
Accounts Payable 125 (4) 425° €5) 80 80 
Note Payable to Bank 500 (4) 300 200 
Installment Note Payable 800 (4) 400 400 
Mortgage Note Payable 6,000 (4) 800 5,200 
John Doe, Proprietorship 11,325 11,325 
Salary Income (1) 9,000 9,000 
Interest & Dividend Income (2) 400 400 
Auto Expense (4) 1,000 1,000 
Food & Household Expenses (4) 2,800 2.800 
Interest Expense (4) 500 500 
Property Taxes (4) 200 200 
House Repair (4) 80 80 
Income & Soc. Sec. Taxes (4) = 800 800 
School Expense (4) 400 400 
Clothing Replacement (4) 200 
(5) 50 250 
Medical Expense (4) 300 300 
Property Insurance (4) 90 90 
Life Insurance (4) 200 200 
Other Expense (5) 30 
(4) 200 230 
Depreciation on Auto (6) 525 525 
Depreciation on House (7) 500 500 
Entertainment (4) 400 400 
Contributions (4) 500 500 
18,750 18,750 21,100 21,100 8,775 9,400 17,830 17,205 
Net Gain 625 625 
9,400 9,400 17,830 17,830 


*Numbers in parentheses indicate the transaction number as listed on pages 14 and 15. 


0 
)0 
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GATHERING THE DATA 

In the preceding example the transaction data (see pages 14 and 
15) was presumed to have been gathered for John Doe. The reader 
could quite logically ask how such data might have been brought to- 
gether into seven simple transactions without becoming involved in 
an insurmountable amount of clerical work. The answer, particu- 
larly as it relates to cash receipts and disbursements, is quite simple. 
His bank is used as his bookkeeper to accumulate his financial data. 
To secure such a service from the bank it is necessary to establish 
certain basic policies for handling personal funds. These can be 
summarized as follows : 

1. All cash receipts must be deposited intact. 

2. Insofar as is practical, all payments must be made by check. 

3. Each check must carry a notation on it indicating what the 

payment was for. Insofar as possible a separate check should 

be written for each separate item of expenditure. 
. A stub or notation should be prepared for each check written. 
. All checks should be numbered and such numbers should be 

keyed to the respective stubs. 
6. Cash needed for day-to-day expenditures not conveniently 


payable by check must be secured by writing periodic checks 
to cash. 


mn 


Having established the above policies relative to personal finances, 
the individual can accumulate his transactions by carrying out the 
following procedures: 


‘1. At the end of each month as the bank statement and cancelled 

checks are received, he should write into the deposit section the 
source of each of the individual amounts reflected therein. Over 
such a short period of time memory can probably be relied upon 
to furnish the necessary information. However, a memo record of 
deposits will do the job for the person who does not want to rely 
upon his memory. 


2. At the end of the accounting period (generally one year) de- 
posits should be recapitulated by income classification to provide the 
basic data for transactions 1, 2, and 3 in the preceding example. 
Salary deposits, of course, will be net of deductions for income and 
social security taxes, and other items. Therefore, amounts de- 
termined to have been deducted for these purposes must be added 
to the salary determined from deposits. This amount is an expendi- 
ture and must also be shown among the expenditures listed in 
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transaction 4. In instances where gross annual salaries are known, 
the amount of taxes deducted may be determined by subtracting 
total salary deposits from the total annual salary. 


3. Also at this time the outstanding checks must be ascertained 
by comparison of cancelled checks with the check stubs. 

4. Cancelled checks, excluding those written prior to the begin- 
ning of the period, must then be sorted into the expenditure clas- 
sifications found in transaction + in the preceding example. 

5. A total should then be determined for each stack of cancelled 
checks. Use of an adding machine will, of course, facilitate this 
operation. 

6. The total of the checks written to provide day-to-day cash 
must be allocated to expenditure categories on the basis of a ratio 
felt to be representative of their usage. Generally, this ratio can 
best be established by surveying actual usage over a short period 
of time. The allocated amounts should then be added to the totals 
determined in step 5 above. 


7. Amounts representing outstanding checks and bank charges 
should then be added to their respective expenditure classifications. 
Accounts found to have been deducted for income and social secur- 
ity taxes in step 2 above can now be added to the recapitulation to 


arrive at total expenditures by category as reflected in transaction 
4. 


Special problems may well arise in connection with the segrega- 
tion of interest included in house payments and other similar pay- 
ments. This difficulty can be overcome by placing such checks 
in a special group so that the amounts on them may be apportioned 
between payments on principal and interest. Data for transaction 
5 would be obtained from end of the year statements rendered by 
the stores from which merchandise had been purchased. Receiv- 
ables which might have been acquired would be similarly deter- 
mined. Data for transactions 6 and 7 are determined from estimates 
based on past experience or the advice of others. 


USING THE DATA 


From the preceding discussion it can be observed that most of 
the data is brought together automatically and with a mini- 
mum of effort by the individual. It has also been noted that 
complete statements can be prepared by summarizing and combin- 
ing these data with the prior year’s balance sheet figures as shown 
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in Illustration 1 or Illustration 4. The resulting statements can be 
read and interpreted to tell the individual what has happened to him 
financially during the year. John Doe, for example, could reflect 
his balance sheets for December 31, 1956 and December 31, 1957, 
comparatively as follows: 


Assets Liabilities and Proprietorship 
Incr. 
or Incr. 
12-31-56 12-31-57(Decr.) or 
Cash 750 155 (595) 12-31-56 12-31-57(Decr.) 
Receivables 300 -0- (300) Accounts Payable 125 80 (¢ 45) 
Investments 3,000 4,000 1,000 Notes Payable 500 200 (300) 
Auto 2,100 1,575 (525) Install. Payable 800 400 (400) 
Clothing 800 800 -0- Mortgage Payable 6,000 5,200 (800) 
House 10,000 9,500 (500) Proprietorship : 
Furniture 1,800 1,800 -0- John Doe 11,325 11,950 625 
Totals $18,750 $17,830 ($920) $18,750 $17,830 ($920) 


He could then observe that the following changes had occurred in- 
sofar as his financial condition was concerned : 


1. His net equity has increased $625, indicating that he has had 
more earnings than expenses. In the language of the street, he has 
“more than made ends meet.” 


2. He can also observe that his liabilities have all decreased, thus 
reducing the extent of his indebtedness. 


3. No doubt he will quickly recognize that his cash position has 
declined rather seriously. This, of course, should tell him that he 
can ill afford to commit himself to sizeable immediate cash pay- 
ments unless he is willing to borrow funds or liquidate some of the 
investments which he holds. The change in his cash position may 
well be so important to him that he may wish to prepare an analy- 
sis showing the source and disposition of cash during the year. 
Such an analysis is shown in Illustration 5. 


4. He will, of course, observe that he has increased his hold- 
ings of investments during the year. 


5. Certain other assets, particularly his automobile and his house, 
will be observed to have been partly used up during the year. This 
is a fact that is often overlooked by individuals who do not prepare 
a formal statement of their financial condition. 
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Illustration 5 


John Doe 
Statement of Source 


and Application of Cash 


Year Ending December 31, 1957 


Sources of Cash 


From Excess of Income over Expenses $ 625 

Adjustment for Depreciation 1,025 $1,650 

From Collection of Receivables — 300 
Total $1,950 
Application of Cash 

To Payment of Liabilities $1,545 

To Purchase of Investments 1,000 32,545 
Excess of cash applied over sources of cash $ 595 
Cash Balance—12/31/56 $ 750 


Cash Balance—12/31/57 155 
Decrease in Cash Balance $ 595 


Mr. Doe could also make certain significant observations from 
his income statement by comparing individual items therein with 
those appearing in last year’s statement. For example, he could 
possibly observe a tendency toward increased expenditures for 
entertainment. This might be considered undesirable and thus 
call for rethinking the family expenditure plans. Changes in other 
expenditure items can also be examined critically to determine 
whether other changes in the family spending policies may be in 
order. 


The most important analytical device for an individual is prob- 
ably a common size income statement such as the one shown in 
Illustration 6. 
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Illustration 6 


John Doe 
Common Size Income Statement 


Year Ending December 31, 1957 


Per Cent 

Total Income 100.0 
Expenses : 

Food and Household Expenses 

Interest 

Property Taxes 

House Repair 

Income Taxes 

School Expense 

Clothing Replacement 

Medical Expense 

Property Insurance 

Life Insurance 

Depreciation of Auto 

Depreciation of House 

Contributions 

Entertainment 

Auto Expense 

Other Expenses 


bo 
Nas 


NS = wh 


93.3 
Net Gain for Year 6.7 


Such a statement shows Mr. Doe what part of each income dollar 
he is using for food, interest, etc. Certain parts of this statement 
can well be “eye-openers” to the average individual. 


Up to this point emphasis has been placed upon the use of 
financial statements for analytical purposes. Through analysis of 
the data, changes in the financial position can be observed and 
evaluated. From such study, changes in the family spending poli- 
cies can be intelligently initiated. Perhaps an evaluation of these 
data may cause the individual to consider the possibility of chang- 
ing his employment. He may feel that it is desirable to liquidate 


certain long-term. assets or take other action which he feels will 
improve his future position. 


Another important use of these data is to facilitate the prepa- 
ration of the individual’s income tax return. The necessary in- 
come and deduction information for the tax return can be taken 
directly from the income statement data. Furthermore, with the 
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proposed system of record-keeping, deductions will be less likely 
to be overlooked than might be the case where the return was 
filed from scattered information not properly related to the assets 
and liabilities of the individual. Cancelled checks also offer rea- 
sonable proof of the deductions claimed and can be introduced 
in that capacity should the return be examined by the Internal 
Revenue Service. Beginning and ending balance sheets also add 
further proof to the validity of the income statement data. 


Financial statements can also serve as a starting point for 
developing the family budget. With such information available, 
a more intelligent estimate can be made of the amounts which 
should be budgeted for each type of expenditure. With a system 
of record keeping in operation, budget progress can be evaluated 
periodically to determine the extent of adherence or deviation from 
the budgeted plan for income and expenditures. One might even 
go so far as to say that personal financial statements similar to 
the ones presented in this paper are a prerequisite to the effective 
use of a family budget. 


Summary 


Business executives and owners use financial statements to 
assist them in making decisions relative to the operation of their 
firms. Such data can also be helpful to the individual’ in planning 
his everyday financial activities, preparing his tax returns, and 
administering his family budget. Data for these statements can 
be gathered conveniently by the individual if he will establish 
certain facilitating policies and procedures for handling personal 
receipts and disbursements and spend a small amount of time 
assembling and classifying cancelled checks and other supporting 
documents at the end of the accounting period. The person needs 
to acquire a certain amount of basic knowledge relative to the 
definitions associated with the different types of accounts as set 
out in this paper. He can also simplify the summarization pro- 
cedures by learning to use the conventional debit and credit tech- 
nique normally used by accountants in assembling financial data 
for business enterprises. 
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